M NUTES
SENATE FI NANCE COW TTEE
HOUSE FI NANCE COW TTEE
February 1, 2006
1:34 p.m

CALL TO ORDER

Co- Chair Lyda G een convened the neeting at approximately 1:34:28
PM

PRESENT

Senat or Lyda Green, Co-Chair
Senator Gary W/ ken, Co-Chair
Senat or Con Bunde, Vice Chair
Senat or Fred Dyson

Senat or Lyman Hof f man

Senat or Donny O son

Representative Kevin Meyer, Co-Chair

Representative M ke Chenault, Co-Chair (via teleconference)
Representative Richard Foster

Representati ve M ke Hawker

Representative JimHol m

Representative M ke Kelly

Representati ve Bruce Wyhrauch

Representative Beth Kertulla

Al so Attending: SENATOR BEN STEVENS; SENATOR GENE THERRI AULT,
SENATOR HOLLI'S FRENCH, BILL CORBUS, COWM SSI ONER, DEPARTMENT OF
REVENUE; PEDRO VAN MU RS, PhD; ROGER MARKS, ECONOM ST, DEPARTMENT
OF REVENUE

Attending via Teleconference: There were no teleconference
parti ci pants.

SUMVARY | NFORVATI ON

Profit Sharing Production Tax - Joint Overview wi th House Fi nance
Conmittee

1: 35:40 PM

Co-Chair Green introduced the topic of Profit Sharing Production
Tax (PPT).
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1: 36: 35 PM

Bl LL CORBUS, COWM SSI ONER, DEPARTMENT OF REVENUE, gave an opening
statenment as foll ows:

As we have all seen in recent weeks, much attention is focused
on reformng oil taxes in Al aska. W hope, through today’s
presentation, to provide you with nore information on what oi
tax reformwoul d nean for Al aska and Al askans.

We nust reformour oil tax system The current production tax
system with its ELF exclusions is no |onger working for
Al aska, particularly in this era of high prices. In 2020, only
one in five barrels will be taxed. Most Al askans and nost
| awmmakers realize that the current system is flawed: as
exenplified by the fact that Kuparuk, the nation’s second
| argest oil field, pays no tax starting this year.

Many have asked, how does this fit into the gas pipeline? And
t here has been nuch confusion on this issue.

Let ne nmake two inportant points:

First and forenost: we nust adopt an oil tax structure that is
right for Alaska, irrespective of the future gas pipeline.

Second: Al aska oil and gas tax structures have a significant
i npact on the econom cs of any oil or gas project. The current
tax structure nust be changed. Because of that, we nust change
it prior to a final gas pipeline agreenent — so that conpanies
understand the state’'s tax reginme before investing in a $20
billion project.

There is an obvi ous connection between oil taxes and the gas
pipeline. But a new tax reginme nust be adopted on its own
merits, regardl ess of gas pipeline negotiations.

What we are suggesting is bal anced, not punitive, as are sone
ot her proposals.

The bal ance is based on three factors:

VWat is a fair state share on oil — based on what the
producers are already paying in simlarly situated oil regines
around the worl d?

What incentives are needed to induce exploration, investnent
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and rei nvestnent in Al aska?

What is needed to protect explorers, independents and snal
oper at ors?

W are still working with the producers, independents, the
Legislature’s consultants and know edgeable legislators to
make sure we construct a profit-sharing production tax bill
that works for Al aska.

A profit-sharing production tax systemwi ||l provide revenue we
can use now, to inprove our schools, build our comunities,
and shape our future.

1:40: 27 PM

M. Corbus introduced Pedro Van Miirs, an international oi
consul tant, who has worked with the state since 1996. He has a PhD
in petroleum economics from the Dutch University system He
provi des advice on oil and gas tax reginmes only to governnents.

1:41: 03 PM

M. Corbus introduced Roger Marks, a petrol eum econonm st with the
Departnent of Revenue since 1983. He has been in the trenches al
along for the conplete change of the state’s tax system

1:42: 10 PM

PEDRO VAN MU RS, PhD, presented from a handout entitled "Profit
Sharing Production Tax" [copy on file]. He described, on page 2,
that the fiscal systemapplicable to oil and gas of Al aska consists
primarily of four conponents: royalties, production tax, property

tax, and state corporate incone tax. He enphasized that when
| ooki ng at the economcs of investing in Al aska, federal corporate
incone tax nust also be considered. He pointed out that the

presentation today relates to proposed changes to production tax.

1:43:31 PM

Dr. Van Miuirs noted, on page 3, that the current production tax for
oil is 12.25 percent net of royalty for the first five years of
production and 15 percent thereafter. These percentages are

multiplied by the Economic Limt Factor (ELF), which is between 0O
and 1, and lowers the production tax rate for snmaller fields and
fields with | ow productivity wells.

Dr. Van Miirs reviewed the history of the ELF formula, which
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reflected the economc conditions in 1989. Satellite fields have
been devel oped since then and the benchnarks are now conpletely
out dat ed.

1:45:18 PM

Dr. Van Miirs referred to page 5, serious deficiencies in the
production tax. ELF is no longer rational in relation to well
productivity and field production, is not responding reasonably in
case of field production decline, does not provide a reasonable
bal ance under a range of oil prices, and does not provide a
sufficient incentive for re-investnent.

1:46:13 PM

Dr. Van Miirs shared, on page 6, sone exanples as to why the
current tax is not sufficient. ELF is too sensitive to oil
productivity. This stimnmulates producers to keep every well flow ng
because what counts is the nunber of wells. This creates an

envi ronnent where the ELF declines faster than originally intended.

1:47: 54 PM

Dr. Van Miirs noted a dramati c exanple, on page 7, of ELF declining
faster than production in Kuparuk, the second largest oil field in
North Anmerica w thout production tax.

1:48: 52 PM

Dr. Van Miirs highlighted a graph on page 8, which portrays anot her
exanple of ELF declining faster than production in all fields
conbined and in Prudhoe Bay. Taxes are fading out, ELF is
declining, oil prices are increasing, and the current systemis not
wor ki ng well for the state.

1: 49: 38 PM

Dr. Van Miirs expl ained, on page 9, the reason why the governor has
proposed a profit sharing production tax (PPT). PPT would
conpl etely replace the current production tax and woul d be a | aw of
general application.

1:50:16 PM
Dr. Van Miirs reported, on page 10, that PPT is calculated as a tax

rate nultiplied by the corporate cash flow from production in
Al aska fromoil and gas, with tax credits to encourage investnents.
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It is a consolidated tax at the corporate level. The cash flowis
cal cul ated as gross revenues based on well head prices, less the
producer’s | ease expenditures.

Dr. Van Miirs enphasized, on page 11, that there would be tax
credits to encourage investnent based on a percentage of the
investment. A loss in any year can be converted to a tax credit by
mul tiplying the anount of the loss with the tax rate. Tax credits
can be transferred and traded. This would encourage explorers and
i ndependents to nonetize part of their investnents imedi ately.

1: 52: 04 PM

SENATOR BEN STEVENS interjected that the tax and tax credit rate

scenari 0os on page 12 are the result of his request for nunbers for

conpari son on certain fields in production, versus the status quo.
He thanked Dr. Van Miirs for providing this informtion.

1: 53: 15 PM

Dr. Van Miirs pointed out that the tax rate figures are a
reasonabl e range. The purpose of the presentation is to show how
PPT would work, how nmuch it would bring in, and the different
| evel s of tax and tax credits.

1: 54: 18 PM

Dr. Van Miirs also defined PPT features for small producers, as
seen on page 13. The features would ensure that there is no tax on
a low level of production per conpany in order to encourage
expl orers and i ndependents. Small producers often have hurdles to
overcone and access problens to deal with, so it is fair to create
a level playing field. Several alternatives are being considered:
the tax rate on the first 5,000 barrel oil equival ent per day per
conpany would be O percent; there would be a tax free allowance
equal the lower of an agreed |evel per conpany or the actual
profits per conpany in the range of $50 mllion to $100 mllion per
year. Many of the smaller producers in Cook Inlet would not be
subj ect to PPT.

1: 56: 02 PM

Dr. Van Miirs indicated, on page 14, that the state is also
considering the possibility of having a somewhat higher tax credit

on capital investnents in the devel opnent of heavy oil. Increased
devel opnent of heavy oil will add to the level of North Slope
producti on. Heavy oil around the world is being considered as

needi ng speci al tax consideration.
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1: 57: 08 PM

Dr. Van Miirs pointed out, on page 15, that enhanced incentives to
invest in exploration and devel opnent through the PPT, as well as
the gas line investnent, will create a new environnment whereby
Al aska will be considered by nmany petrol eum conpani es a new core
area for petroleuminvestnment and increased oil and gas production.

1: 57:43 PM

Dr. Van Miirs concluded, on page 16, that the current ELF based
production tax is conpletely outdated, is a regressive tax, and is
no longer in the interest of Al aska. The governor proposes that
Al aska adopt a profits based systemthat will provide, on average,
a higher governnment take for Alaska. It is a progressive tax with
strong incentives for investnment and expl oration.

1: 59: 09 PM

ROGER MARKS, ECONOM ST, DEPARTMENT OF REVENUE, gave a presentation
on PPT using various tax and credit rates. He referred to a
handout called "PPT Studies" [copy on file.]

1: 59: 29 PM

M. Marks expl ai ned on page 2 how PPT works. The well head value is
market price less transportation costs, and is the basis of the
current tax, which is subject to the nomnal 15 percent rate and
ELF. The goal of PPT is to bring in the upstream costs as well,
such as the operating cost, property tax, royalty, and capita
costs, subject to a tax rate of x and a credit on capital costs of

Y.
2:00:51 PM

M. Marks expl ai ned about the nodeling used and the assunptions
behind it. One of the nost inportant conponents to consider when
predicting how much a tax mght bring in is the amount of oil
production. Forecasts are very difficult to predict for both ELF
and PPT scenarios. In looking at future volunes, two paraneters
wer e consi dered; enhanced vol unme scenario, and “gas line in place”.
The way the gas line affects oil volunes is that with a decline in
oil pressure from producing gas out of the field, initially there

woul d be Iess oil in Prudhoe Bay. On the other hand, conbined with
the economcs of the gas line, there would be extended fuel life
and nore oil. The assunption is that without a gas |ine, Prudhoe
Bay would shut down in 2030. In addition, with a gas line the
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Poi nt Thonpson field would conme on, and there woul d be additional
exploration for gas and new oil associated with that. The vol une
scenari os presented today are “no enhanced vol unmes/ no gas |ine” and
“gas |ine/enhanced vol unes”.

2: 03: 30 PM

M. Marks depicted two vol unme scenari os on page 4. The | ow vol une
goes out to 2030 and the high vol une goes until 2050.

2:03: 54 PM

M. Marks clarified the costs and prices conmponent of PTT on page
5. The Departnent of Revenue has access to many sources of data on
cost such as federal tax returns, property tax assessnents,
corporate financial statenents, and special reports. The data on
page 5 is an estimate of what capital costs mght be. The costs
and prices are real 2005 dollars escalating at 2 percent a year.

2: 05: 23 PM

M. Marks discussed, on page 6, the cunul ative revenues over the
forecast period, for the | ow volune scenario to 2030, and for the
hi gh vol une period to 2050. The latter time period was chosen
because it accentuates the difference between the vol une scenari o,
and it accentuates the long-term trend associated with both the
current and proposed production tax structures.

2: 06: 00 PM

M. Marks referred to the graph on page 7, which shows accunul ative
revenues at different ANS prices in the |ow volunme scenario. The
bottom line is the status quo, and the other lines represent
various tax rates and credits in nomnal dollars. The pairs of
I ines show that the noney received is a |ot nore sensitive to the
tax rate than to the credit rate. He enphasized that the tax rate
is the bigger influence. He cautioned not to obsess too nmuch over
the crossover point. The slope of the line after it crosses is
nor e i nmportant.

2:08:29 PM

M. Marks noted that the ELF structure is a nodest standard of
conpari son. He summarized that the graph is the |ow volune
scenari o between $15 and $65 over the next 25 years, with tota
revenues of anywhere from $3 billion less to $61 billion nore

dependi ng on price.
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2: 09: 09 PM

M. Marks reported that page 8 depicts the sanme information in a

hi gh vol une scenari o. The scale on the left goes up to $160
billion because there is nore oil going out over a |onger period of
tine.

2: 09:40 PM

M. Marks presented the annual revenues, on page 9, for both the
hi gh and | ow vol une scenari os. Page 10 depicts the |ow vol unme
scenario at $20 in graph form The top line, the status quo, shows
that at |ow prices, anywhere from $100 nillion to $180 nillion |ess
noney i s nmade, depending on the fiscal scenario.

2:10: 25 PM

M. Marks pointed out, on page 11, that at $40, anywhere between
$400 million to $900 mllion is made annual ly over the status quo.
Money nmade at $40 in one year is nore than what would be lost for 4
years at $20.

2:11:12 PM

M. Marks showed the $60 scenario on page 12, with average annual
revenues of $1.1 billion to $2 billion a year nore than the status
guo. These revenues are equivalent to what would be made with a
gas line at $5 per mllion Btu market price in Chicago.

2:11: 50 PM

M. Marks explained that the next series of graphs are high vol une
scenari os, but the revenues do not include the noney received from

t he gas severance tax froma stranded gas contract. |If there was a
gas line, and the severance tax was received, the upstream gas
costs would be deducti bl e. In this scenario the average annua

revenues are $150 mllion to $200 million | ess than status quo.

2:12:52 PM

M. Marks continued to explain, on page 14, the $40 scenari o where
t he average annual revenues are $0.6 billion to $1.2 billion nore
t han status quo. Page 15 depicts the $60 scenario w th average
annual revenues of $1.5 billion to $2.6 billion nore than status
quo.

2:13:28 PM
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M. Mrks directed attention to the effective tax rates under PPT,
on page 16, for both low and high volune scenarios. Page 17
depicts a graph of the |low volune scenario. It is a progressive
system even though there is a flat tax rate of 20 percent, because
the upstream costs are deductible, and those costs are a snaller
percentage of the value as prices go up, the tax rate is effective.
The effective tax rate is defined as the severance tax revenue
di vided by the well head value, less royalty. The status quo is
flat at about 4 percent, regardless of price. M. Mrks revi ened
the original history of ELF from 1977, when it was structured, so
that the operating costs would be deducti ble at any given price.

2:14: 59 PM

M. Marks explained that the graph on page 18 shows the tax rate at
a high volunme scenari o.

2:15: 31 PM

M. Marks concluded by describing the corporate take under PPT.
Page 20 depicts the current Energy Information Association (EIA)
forecast, at $58 per barrel in 2004 dollars, in a high volune
scenari o over 45 years. It would generate $1 trillion of gross
revenues to the North Slope. The graph shows how corporate take
woul d be affected under that scenario with the status quo and with
the PPT. CQut of that $1 trillion conmes various expenses: capital,
operating, transportation, property taxes and royalties. M. Marks
drew attention to the severance tax, which would increase under
PPT. Federal corporate incone tax woul d decrease under PPT. The
federal government would pick up the tab on one third of the PPT.
The corporate take would go from 39 percent to 33 percent of gross
revenues, or from 51 percent to 44 percent of the economic rent or
pre-tax profits.

2:18: 14 PM

M. WMarks concluded by describing that the producers would get 6
percent |ess under PPT, but walk away with 33 percent of $1
trillion. He questioned if it is painful to walk away with $33
billion. He enphasized that ELF is a nodest standard by
compari son

2:19:10 PM
Dr. Van Miirs referred to a handout entitled "PPT, New |l nvestnents
and International Conpetition" [copy on file]. He spoke about

international trends as found on page 2 of his handout. The high
oil prices have had an inportant inpact on international government
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t ake. There are progressive countries in the world that have
deal s, production sharing, contracts or taxes agreed on beforehand.
Taxes will increase significantly with price or profitability
i ndi cat ors. Russia, for exanple, uses a PPT of 10 percent if
prices are low, but a PPT of 70 percent if prices are high. There
are a |large nunber of countries with oil conpanies that work in
Al aska where these systens are in place, such as Angol a, Russi an,
Azerbaijan, Libya, Norway, Al berta, and Indonesi a.
Dr. Van Miirs noted that there are al so regressive countries where
t he governnent take stays the sane or declines, regardl ess of the
price. Countries such as the United States, the United Kingdom
Egypt, and Argentina are behind.

2:23: 22 PM

Dr. Van Miirs detailed the situation of various countries, on page
3. The high oil prices create a possibility for the regressive-

neutral countries to increase their governnment take. 1In the United
Ki ngdom the governnent recently indicated that their share should
be increased from 40 percent to 50 percent. Trini dad, Tobago,

Kazakhst an, Bolivia, and Venezuel a have taken steps to also rectify
this situation.

2:24:50 PM

Dr. Van Miirs pointed out, on page 4, that he has anal yzed PPT from
the viewpoint of an investor, under both high cost and | ow cost
scenari os. Six field cases were anal yzed. Because of specia

support for small producers, first investnent and re-investnent
scenari os were anal yzed.

2:25: 51 PM

Dr. Van Miirs referred to page 5 as an exanpl e of PPT re-investnent
inab50 mllion barrel field. Under the current system ELF woul d
be zero, and under the proposed system PPT woul d becone positive,
using WII oil prices. During low oil prices or unprofitable
fields, tax credits would hel p.

2:27:25 PM

Dr. Van Miirs explained, on page 6, that PPT re-investnent in |arge
oil fields would collect nore production tax for Al aska under
average and high oil prices.

2:27:58 PM

Dr. Van Miirs referred to the chart on page 7 as the nost
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interesting chart — the Cook Inlet chart - for small conpanies. A
smal | producer would not pay PPT, but would earn tax credits, which
is a great incentive.

2:29: 26 PM

Dr. Van Miirs pointed out, on page 8, that first investnment in a
large field would result in considerable PPT under high prices, but
| ess than under a re-investnent scenario.

2: 30: 15 PM

Dr. Van Miuirs further clarified, on page 9, howtax credits would
nodi fy cash flow and | ower the anmount of the initial investnment, so
the rate of return would actually increase. He enphasized that the
rate of return goes up for small fields as well as for |arge
fields. Conpanies interested in a strong rate of return would find
this a very attractive aspect.

2:31: 21 PM

Dr. Van Miirs explained, on page 10, how he conpared PPT in the
Al aska system with conpetition in other countries. Eight fisca
systens were analyzed using the sanme field sizes and applying
international ternms. They all reflected areas in the world where
there is considerable investnent taking place: Norway, United
Kingdom U.S. @ilf Coast, A berta G| Sands, N geria, Angola,
Russi a- Sakhal i n, and Azerbaij an.

2:32:37 PM

Dr. Van Miirs clarified that the graph on page 11 only depicts the
United Kingdom on the |ow side of governnment sharing, and Norway,
on the high side of governnment sharing. The five requested
scenarios are shown, plus the current system Norway, and the
United Kingdom In a first investnment in a large field, Norway’s
rate of return is about equal to the current system and the United
Ki ngdonmis rate of return is much higher than the current system

2:33: 23 PM

Dr. Van Miirs depicted the rate of return on a small field as shown
on page 12. Both Norway’'s and the United Kingdonis fiscal systens
were applied to Alaska cost conditions so that the cost and the
revenues are identical. He explained that he used WII oil prices
in his calculations to correct for the wellhead price in Al aska.
The PPT creates a very significant inprovenent in the investnent
rate of return relative to Norway and the United Kingdom for a

SFC- 06 (11) 02/ 01/ 06



first investnment in a small field.

2:34:31 PM

Dr. Van Miirs related that the graph on page 13 reflects the
government take on a first investnent in a large field. The
current system the yellow line, is somewhat regressive. The PPT

provi des for a nodest total governnent take for each of the five
options, in order to conpensate for |ow net back prices and high
costs.

2:35:48 PM

Dr. Van Miuirs referred to page 14 to show that for first investors
or small producers, there is a reduction of the governnent take
conpared to the current system The regressive nature of the
government take is renoved for each of the five options.

2:36: 18 PM

Dr. Van Miirs reviewed a conpetitiveness anal ysis, on page 15, of
48 economc criteria including different field sizes, rates of
return, etc., and rated the eight world systens and the two Al aska
systens frombest to worst. The U S. @ilf Coast rated as the best
of the ten systens, followed by the United Kingdom Al berta,
Nigeria, the Alaska PPT, Angola, Azerbaijan, Al aska current,
Norway, and Russi a-Sakhalin. The table shows a considerable
i nprovenent in overall conpetitiveness for the PPT for new
i nvestors (20/15/option was used).

2:38:51 PM

Dr. Van Miirs pointed out, on page 16, that it is different for
| arge conpanies that are already in business. The table shows a
nodest inprovenent in overall conpetitiveness for the PPT for
investors who do not benefit from the small producer incentive
(20/ 15 option was used).

2:40: 00 PM

Dr. Van Miirs concluded that any one of the five scenarios
requested for analysis would be conpetitive and woul d encourage
investnent in the state. The range seens to be reasonable from an
i nternational perspective and could result in |arge additional
revenues, maybe as nuch as $1 billion a year.

2:41:41 PM
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Senator Bunde related that he has heard anecdotally that a clever
accountant could hide profits. He wondered what Al aska's
protection would be from cl ever accounting, and how to prevent a
conpany that has to pay profit tax fromnever showing a profit.

2:42: 36 PM

Dr. Van Miirs agreed that clever accountants could potentially hide
profits. Profit sharing systens are in place worldw de, so
consequently there is no w despread experience to indicate that
governments get cheated out of nassive profits. The adm nistration
of the system nust be set up sufficiently transparent with ground
rules. Al aska already has profit sharing in place with extensive
gui delines. A process nust be in place to resolve differences. An
easy, profitable way to set this up is to use a joint venture
billing systemthat nany conpani es use.

2:46: 14 PM

Senat or Bunde wondered if it is correct to assune that if Al aska
guesses wong and oil prices decline, then in one year “we would
make up what we lost in four”. M. Marks suggested conparing $20
dollars to $40 doll ars. Senator Bunde inquired if sonething needs
to be in place for future downturns. M. Marks replied that it
woul d be prudent to do so.

2:47: 13 PM

Representative Weyhrauch referred to M. Corbus’ testinony that
Al aska’s tax structure needs to be changed before the state reaches
an agreenent on the gas pipeline. He inquired if the |legislature
adopts PPT at a rate above 25 percent or below 17.5 percent, if
that PPT is still conducive to proceeding with gas pipeline
negoti ati ons.

2:47: 40 PM

Senator Ben Stevens clarified that the nunbers used were at the
request of the Senate.

2:47: 47 PM

Represent ati ve Weyhrauch i ndi cated that he understood that, but was
usi ng the nunbers as a hypot hetical exanple.

2:47: 49 PM

M. Corbus responded that he did not know the answer. The intent
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of the Departnent of Revenue is that whatever is adopted by
| egi sl ature woul d be included in the gas pipeline negotiations.

2:48:15 PM

Represent ati ve Weyhrauch poi nted out that one out of three of the
maj or oi |l conpani es have already agreed with the state on the terns
of the gas pipeline agreenent. He wondered if that agreenment woul d
be lost with a change from ELF to PPT.

2:48: 40 PM

M. Corbus responded that it is possible. The one conpany that has
agreed to the gas pipeline agreenent has not agreed to PPT.

2:48: 55 PM

SENATOR GENE THERRI AULT recalled that for heavy oil, a different
| evel of credit m ght be needed. He surmsed if there is nore
expense to deduct and less profit with the production of heavy oil,
t hen PPT al one is not enough to conpensate for heavy oil.

2:49:46 PM

Dr. Van Miirs indicated that it is sonmething his conpany is
studying at the nonent. No concl usions have been reached yet. He
acknow edged that Senator Therriault is correct in assum ng that
t he higher costs and | ower revenues of heavy oil would result in
| oner profits. Many nations such as Canada, Venezuela, and
Col unbi a, have cone to the conclusion that heavy oils need further
fiscal incentives. This area needs nore work.

2:52: 06 PM

Senator Therriault pointed out that the state is trying to help
conpanies mtigate risk. He asked if there should be a
differentiation in conpensation for exploration away from existing
infrastructure versus replacing facilities in existing fields where
there are expenses, but not risk.

2:53: 09 PM

Dr. Van Miirs agreed that Senator Therriault is correct in that al
capital investments do not have the same risk. He clarified that a
new i nvestor is |looking nore at a broader exploration program and
devel opment of a new field. Expl oration beconmes far nore
attractive because both exploration capital expenditures and
equi pnent expenditures receive the sanme rate.
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2:54: 42 PM

Senator Therriault addressed a question to M. Marks regarding
cal cul ations on basic cost for finding new oil at $4 per barrel
He wondered how nmuch of that calculation is based on past prices
and whether it should be revised.

2:55:40 PM

M. Marks responded that it is historical data and, in general
with commodities when there is a run up in price, there is a short-
terminflationary effect because of the demand for resources to
produce the commodity, which then corrects itself. The technol ogy
effect is inportant as well

2:56:46 PM

Senator Therriault asked for clarification on who woul d propose the
| egi sl ati on. M. Corbus replied that the admnistration and
nmenbers of the legislative | eadership are discussing the best way
to address that issue.

2:57:25 PM

SENATOR HCOLLI S FRENCH poi nted out that the structure seens to favor
smal | er conpanies, which is a good idea because the future of the
Al askan oil industry is going in that direction. The best
hi storical exanple is Cook Inlet. He asked if the nodels take into
account that in the future the three nmajor oil conpanies rmay not be
operative or may have distributed their assets to smaller
conpani es.

2:58: 32 PM

Dr. Van Miirs replied that the proposal that favors small conpanies
is simlar to other jurisdictions in the world. Al berta is the
best exanple of favoring small producers, sonme of which receive
al nrost 75 percent of the royalties back from the state. Thi s
proposal was inspired by sonme of those techniques. He cautioned
that there nust be protection |egislated so that a conpany does not
voluntarily fracture into many smaller conpanies to benefit from
t he deducti on.

Dr. Van Muirs agreed with the viewthat in a maturing oil province
smal | er conpani es should take increasing larger roles as is being
done in Alberta. Al the oil conpanies have indicated, especially
the three nmajors conpanies, that they al so see thenselves as | arge
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investors in Alaska. He expected themto continue to play a | arge
role. The state needs both aggressive new snaller investors, but

al so the continued presence of the large oil devel opers. The
| egislation could be a strong incentive for the large oil conpanies
to transfer portions to smaller conpanies. It would create a w der

base of wealth
3:03:33 PM
Senator Ben Stevens referred to page 7, a first investnent in a

smal |l field, and asked for clarification on the |l ength of the term
depicted in the graph.

3:04: 08 PM

Dr. Van Miirs replied that the graph is the total paynents that
result over the life of a field, froma 50 mllion barrel field.
The graph is for different prices of oil. For any one of the five

scenari os, a new i nvestor woul d see about $150 mllion worth of tax
credits, which is an enornous incentive.

3:05:21 PM

Senator Ben Stevens restated that it is over the life of the
production of the field.

3:05: 33 PM

Dr. Van Miuirs added that it is assuned that the small producer
woul d not devel op any other fields, just get the tax credits, and
pay the royalties and the corporate inconme tax. The state would
still gain, yet the incentive for small conpanies is very strong.

3:05:53 PM

Senator Ben Stevens inquired if this differs from current NPSL
program | easi ng agreenents, in that once capital cost recovery is
achi eved, then the tax structure kicks back in.

3:06:21 PM

Dr. Van Miirs responded that under the current tax profit sharing
| eases there is no simlar nechanism because there are no tax
credits. Under the current systemnothing is paid until investnent
costs are recovered.

3:07:18 PM
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Senat or Ben Stevens added that the tax credits are tradabl e.
3:07:26 PM

M. Marks indicated that under the current net profit share system
until a field starts turning a profit, the unrecovered costs accrue
interest. That is not proposed under PPT.

3:07:41 PM

Senator Therriault added that interest also accrues on every
previ ous | easehol der.

3:08:14 PM

M. Mrks, in response to a question from Senator Therriault
replied that if an owner sold its interests, expended the noney,
and took the credit, they would earn the credit as soon as they
made the expenditure. |[If they sell a credit, it is inportant how
the PPT is devel oped; either by statute or by regulations to nmake
sure when assets are churned there is no double dipping on credits.
Once a PPT is in place, if someone nmakes an expenditure, the credit
is realizable i mediately.

3:08: 57 PM

Senator Therriault related that a duplication of the current net
profits cost-recoupnent mechani smshoul dn't be expected under PPT.

3:09:10 PM

M. Marks said that is correct. Under the current systemthe cost
is only recovered once regardl ess of |ease owner.

3:09:23 PM

Dr. Van Miirs gave an exanple of a $100,000 truck purchased for
exploration. |If the tax credit were 15 percent, $15,000 woul d be
given as a tax credit. |If the truck were sold, the seller would
recoup the tax credit. The buyer of the truck can then claimit
agai n. The legislation would need to incorporate a recoupnent

mechani sm of the seller of the asset so that there is no double
di ppi ng.

3:10:18 PM

Co- Chair Meyer asked how a tax credit is defined. He wondered if
it is only for exploration, or if it could be used when an oi
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conpany re-invests like in Prudhoe Bay, or when expandi ng the pipe.
3:10:40 PM

Dr. Van Miirs replied that a definition of qualified capital
expendi tures woul d have to be specified in legislation. He said he
assuned there would be tax credit for all exploration expenditures.
There would be tax credits on all capital investnents, including
re-investnments. Even a single newwell or facility in Prudhoe Bay
would receive a tax credit. The tax credit is a universal
nmechani sm at the corporate |evel

3:12: 05 PM

M. Marks added that “capital” and “operating” would be defined by
federal terns. Under federal taxation there is an incentive to
make things operating rather than capital because operating
expenses can be deducted right away and capital expenses
depreci at e. The federal code is a self-enforcing nechanism to
hi nder the incentive to shift costs between operating and capital.

3:12:49 PM

Co-Chair Meyer noted that Alaska is conpeting worldw de for
i nvestment doll ars. According to the chart the best place to
invest is the Gulf of Mexico.

3:13:13 PM

Dr. Van Miirs affirned that is correct anong the ten exanples in
the chart. Analysis of 140 countries shows that the nost
attractive systemis Palau, but there is no oil there. The U S
@Qulf has the nost attractive fiscal system by international
standards, and it became nore attractive with the British and
Venezuel an increase in take. Alaska will not be able to conpete
fiscally with that high a level of attraction. Alaska is trying to
achi eve the best possible scenario.

3:15: 06 PM

Co-Chair Meyer inquired if Canada is a conpetitor, with Alberta a
better place to invest than what is proposed in Al aska. He asked
whet her Canadi an tax breaks for heavy oil is a factor.

3:15:33 PM

Dr. Van Miirs clarified that he is referring to the Al berta oi
sands. Wen | ooking at conventional oil, the Al berta systemis
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tougher than the PPT. Under current oil prices Al berta royalties
are 27 percent across the board. Under current high oil and gas
prices, Al berta has sliding scale royalty that goes up with price.
Al berta has been successful in developing oil sands, which has been
achieved by elimnating the royalties altogether replacing them
with a PPT-style feature. Dr. Van Miirs did not recommend this to
| egi sl ature.

3:17: 00 PM

Co-Chair Meyer asked if oil sands in A berta would conpare to heavy
oil in Al aska.

3:17:11 PM

Dr. Van Miuirs replied that he is not able to conpare the two, but
oil sand technol ogy has inproved recently. There is an imrense
difference in well head value, and oil sand devel opnent is probably
nore attractive than heavy oil.

3:18: 02 PM

Representative Kelly wondered what percentage of the entire array
of PPT systens in world would be coupled to the investnent credit
system

3:18: 25 PM

Dr. Van Miirs pointed out that there are not PPT systens that woul d
work with a tax credit. The reason is that a vast majority of PPT
systens are production-sharing contracts, which are field specific.
However, the majority of nations with PPT systens also have
features to protect the smaller fields. Norway has an “uplift”,
whi ch deducts 130 percent of capital costs. Australia has a
special feature that is based on the rate of return. The reason to
have a tax credit systemin A aska is because it is tradable, which
woul d make it attractive to new nmenbers.

3:20: 57 PM

Representative Kelly suggested that it would be ideal to have PPT
and the gas contract on the table at the sane tine. He requested
Dr. Van Miuirs’ opinion of this idea.

3:21:37 PM

Dr. Van Miirs replied that the stranded gas contract is being

negotiated with three conpanies for one specific project. The PPT
proposal is to be applied to all fields across Al aska. The change

SFC- 06 (19) 02/ 01/ 06



to PPT nmust first be evaluated to see if it is good for Alaska by
itself. Once the |egislature has passed a specific |aw regarding
PPT, then it nmakes sense to return to the gas contract to see if it
makes sense. The PPT | aw should be a good law with or w thout the
stranded gas contract.

3:23:11 PM

Representative Kelly noted that a nodel for doing these deals m ght
be worth considering. He wondered how the legislature should
proceed at this point.

3:24:01 PM

Dr. Van Miirs said it is his understanding that the concept is not
to bury this law with the stranded gas contract. He repeated that
the concept is to bring forward the PPT | aw, which nust stand on
its owmn nerit. Once the lawis established, then the stranded gas
contract can be consi dered.

3:25:32 PM

M. Corbus agreed that M. Van Miirs has summarized his opening
st at enent .

3:25:49 PM

Senator Ben Stevens referred to page 20 of the PPT Studi es handout.
He asked if the termis 50 years. M. Marks said it is 45 years.

3:26:28 PM

Senator Ben Stevens asked if the accunul ati ve revenue streamis a
trillion dollars. M. Marks explained it is gross revenue; the
West Coast price, times the vol une.

3:26:39 PM

Senator Ben Stevens wondered if the sanme bar graph distribution
could be annualized to find the cul mnation of the distributions on
an annual basis, on average. M. Marks noted that the problemis
that there are not capital costs every year, but those could be
depr eci at ed.

3:27:13 PM

Dr. Van Miirs pointed out that the graph on page 15 depicts that
concept on an annual basis.
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3:27:18 PM

Senator Ben Stevens asked if the top three portions of the bar
graph on page 20 are operating expenses. M. Mirks said they are
pre-tax expenses. Senator Stevens continued to say that the top
three portions are expense take, the next four are state take, and
then federal take and corporate take. He asked if M. Mrks said
that the federal governnent picks up 1/3 of the total change in
take. M. Marks replied that he said that PPT woul d be deductibl e
for federal income taxation

3:28:09 PM

M. Marks explained that the federal income tax decreased because
the PPT increased. The federal government woul d pi ck up 35 percent
of the PPT bill and the producers would pick up the other 65
per cent .

3:29: 03 PM

Senator Ben Stevens responded that he finds it significant that
Al aska picks up the tax instead of the federal governnent.

3:29:46 PM

Senat or Ben Stevens asked if the severance tax woul d change to PPT
M. Marks affirmed that it woul d.

3:29:58 PM

Senator Ben Stevens summarized that this scenario includes a
pi peline in place and enhanced oil production over a course of a
45-year period. Al aska would contribute approximately $300 billion
to the federal treasury.

3:30:39 PM

M. Marks indicated that about $200 billion of the trillion would
go to the federal governnent.

3:30: 56 PM

Dr. Van Miirs explained that the bar graph shows that the federal
governnent gai ns $200 billion over 45 years.

3:31: 28 PM
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Senator Ben Stevens pointed out that Al aska receives a couple
billion per year fromthe federal governnent. He concluded that
Al aska gets back about half of what it puts in. He stressed that
Al aska is often accused of taking nore than it supplies, but this
exanpl e denonstrates that Al aska has the potential to contribute
$200 billion.

3:32:20 PM

M. Marks commented that nmuch of that anobunt is due to conpounded
inflation at 2 percent over 45 years.

3:32:31 PM

Senat or Ben Stevens suggested that this information shoul d be given
to a public relations firmto increase national awareness about
Al aska.

ADJ OURNIVENT

Co-Chair Lyda Green adjourned the neeting at 3:32:26 PM
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